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SUBJECT: INCREASED BUDGET, POOR COEFEEE PROSPECTS, HIGHER INELATION, 
LOWER GROWTH: HARD TIMES AHEAD EOR KENYA 

1. SUMMARY: PASSAGE OF BUDGET SUPPLEMENTS IN MARCH AND 
MAY INCREASES GOK'S TOTAL EXPENDITURES EOR EY78 BY 50 
PERCENT OVER FY77. MILITARY EXPENDITURES WILL RISE TO 
13 PERCENT OE TOTAL(RECURRENT/DEVELOPMENT) EXPENDITURES 
VERSUS 10 PERCENT LAST YEAR AND 6.5 PERCENT IN ORIGINAL 
EY78 BUDGET. BULK OE INCREASED EXPENDITURES WILL BE 
INTERNAL. SWELL IN EXPENDITURES COMES AT A TIME WHEN 
REVENUES AND EX EARNINGS EXPECTED TO DECLINE SERIOUSLY 
DUE TO ANTICIPATED EALL IN COFEEE PRODUCTION AND SUB- 
STANTIALLY LOWER WORLD MARKET PRICES. A SHARP DROP IN 
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COEEEE EXPORT EARNINGS WILL SERIOUSLY AFEECT SHORT- 
TERM BOP PEREORMANCE AND WILL BRING REAPPEARANCE OF 
UNDERLYING BOP CONTRAINTS AS PREDICTED BY IBRD AND 
OTHERS IN 1976. INTERNAL EINANCING OE DEEICIT OF 
OVER 500 MILLION DOLLARS WILL RAISE SPECTER OE 
SUBSTANTIAL RISE IN INELATION RATE SINCE MONEY 
SUPPLY GREW IN 1977 AT RATE OF 47 PERCENT, EXCHEQUER 
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REVENUE IS RUNNING CLOSE TO ORIGINAL ESTIMATES, AND 
INCREASED GOK BORROWING EROM DOMESTIC BANKING SYSTEM 
IS INTICIPATED. END SUMMARY. 

2. ON MAY 2 KENYAN PARLIAMENT PASSED SECOND EYI978 
SUPPLEMENTAL BUDGET TOTALING US 235 MILLION DOLLARS. 
NEW EXPENDITURES, ALONG WITH SMALLER SUPPLEMENTAL 
OE 45 MILLION DOLLARS PASSED IN MARCH, RAISE TOTAL 
GOK FYI978 NET EXPENDITURES (RECURRENT AND DEVELOP- 
MENT) TO 1.5 BILLION DOLLARS, A 20 PERCENT INCREASE 
OVER THE ORIGINAL APPROVED ESTIMATES AND 50 PERCENT 
OVER THE EYI977 SPENDING LEVELS. 

3. UNLIKE THE LARGE EXPENDITURES IN THE ORIGINAL 
BUDGET SUBMISSION, WHICH INCLUDED A SUBSTANTIAL EOREIGN 
EXCHANGE COMPONENT, THESE INCREASES WILL BE SPENT 
ALMOST ENTIRELY DOMESTICALLY AND CAN BE EXPECTED TO 
CONTRIBUTE TO INELATIONARY PRESSURES. THE LARGEST 
EXPENDITURE INCREASE (43 PERCENT OF THE SUPPLEMENTS) 

WILL GO TO THE MINISTRY OF DEFENSE. DEEENSE SPENDING 

IN FYI978 WILL TOTAL 201.6 MILLION DOLLARS. THIS 
REPRESENTS 13 PERCENT OE THE TOTAL NEW BUDGETARY 
ALLOCATIONS COMPARED TO 6.5 PERCENT IN THE ORIGINAL 
BUDGET AND 10 PERCENT IN THE EYI977 BUDGET. DEFENSE 
SPENDING IN FYI978 WILL BE SOMEWHAT OVER 6 PERCENT 
OE KENYA'S PROJECTED GDP EOR THE YEAR (EYI977 DEEENSE 
CONEIDENTIAL 

CONEIDENTIAL 

PAGE 03 NAIROB 07812 01 OE 03 23I427Z 

SPENDING EQUALLED 3.5 PERCENT OE GDP). THE NEW 
EXPENDITURES ARE EOR AN INCREASE IN ARMY MANPOWER 
LEVELS AND INERASTRUCTURE SUPPORT OP THE P-5 PROGRAM. 


4. THIS SUBSTANTIAL INCREASE IN GOVERMENT EXPENDITURES 
IS TAKING PLACE JUST AS EVIDENCE IS ACCUMULATING WHICH 
INDICATES THAT THE COPPEE BUBBLE HAS BURST. THE 
ECONOMIC RECOVERY, HIGH GOVERNMENT REVENUES, AND 
LARGE EOREIGN EXCHANGE EARNINGS AND RESERVES OP 1976 
AND 1977 WERE THE RESULT OP THE WORLD COFPEE BOOM 
AND HIGH PRODUCTION IN KENYA DURING THE 1976/77 
CROP YEAR. CONTINUED HEAVY RAINS THIS YEAR HAVE 
RESULTED IN MUCH LOWER BERRY MATSRATION AND HIGHER 
INCIDENCE OP COPFEE BERRY DISEASE, WHICH WILL 
BRING A DECLINE IN OUTPUT FOR THE 1977/78 CROP YEAR. 

THE AG ATTACHE ESTIMATES THAT 1977/78 OUTPUT WILL BE 
AROUND 77,0P METRIC TONS, A DECLINE OP 13 PERCENT 
PROM 1976/77, AND THAT EXPORT VOLUME WILL DECLINE 
BY APPROXIMATELY 10 PERCENT. THIS UNPAVORABLE 
PRODUCTION SITUATION IS DEVELOPING WHILE COFPEE PRICES 
HAVE FALLEN SHARPLY PROM 1976/77 LEVELS. AUCTION 
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PRICES FOR 1977/78 CROP YEAR ARE THUS FAR AVERAGING 
AROUND 4,000 DOLLARS PER METRIC TON COMPARED TO THE 
6,130 DOLLAR AVERAGE OVER THE SAME PERIOD LAST YEAR. 
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IF THESE PRICES AND PRODUCTION FIGURES HOLD FOR THE 
CROP YEAR, KENYAN COFFEE EXPORTS WILL BRING IN AROUND 
300 MILLION DOLLARS, COMPARED TO OVER 500 MILLION 
DOLLARS EARNED FROM COFFEE IN CY1977. 

5. THE PROSPECT OF SIGNIFICANTLY REDUCED EARNINGS 
FROM COFFEE EXPORTS SERIOUSLY AFFECTS THE SHORT- 
TERM BALANCE OF PAYMENTS FORECASTS FOR KENYA. GOK 
TREASURY FORECASTS HAVE PREDICTED OVERALL SURPLUSES 
OR VERY MODERATE DEFICITS THROUGH 1983, WITH BALANCE 
OF PAYMENTS CONSTRAINTS BEGINNING TO REAPPEAR IN THE 
1984-85 PERIOD. MOST ANALYSTS, INCLUDING USAID, THE 
EMBASSY, AND IBRD, HAVE EXPECTED A DROP IN COFFEE 
REVENUES OVER THE NEXT FEW YEARS AND BOP DIFFICULTIES 
TO FOLLOW DIRECTLY THEREFROM. GOK IS PUBLICLY INDICATING 
CONFIDENTIAL 
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A 1978 OVERALL BOP DEEICIT OF AROUND 48 MILLION DOT LARS. 
HOWEVER, SOME TREASURY AND CENTRAL BANK OE KENYA(CBK) 
OEFICIALS BELIEVE THE DEFICIT MAY APPROACH 300 MILLION 
DOLLARS. THEY CITE THE EXPECTED DOWNTURN OF COFFEE 
EARNINGS AND A SHARP INCREASE IN IMPORTS IN THE EARLY 
1978 TRADE EIGURES. THE IMPORT ADVANCE IS BEING LED BY 
STRONG DEMAND EOR CONSUMER GOODS(PRESUMABLY BY 
CONSUMERS ELUSH WITH 1976/77 COEFEE MONEY). THIS 
DETERIORATION IN THE BOP POSITION COINCIDES WITH 
DEMANDS EOR SIGNIEICANTLY HIGHER FOREIGN EXCHANGE 
RESOURCES TO SUPPORT CURRENT PLANNED MILITARY EXPANSION. 
EXPANSION OP DEFENSE SPENDING BEYOND CURRENT PLANNED 
LEVELS, WHICH HIGHLY PROBABLE, WILL THEREPORE OCCUR 
WHEN THE BOK WILL HAVE DIPPICULTY AFPORDING SUCH A 
RESOURCE COMMITMENT. 

6. THE LARGE SUPPLEMENT WILL CAUSE AN PYI978 
DOMESTIC DEEICIT OP OVER 500 MILLION DOLLARS, SOME 
200 MILLION DOLLARS ABOVE THE ORIGINALLY ESTIMATED 
BUDGET DEEICIT. HIGHER THAN ANTICIPATED GOVERNMENT 
REVENUES, TO HELP OPPSET THE INCREASED EXPENDITURES, 

DO NOT APPEAR IN THE OPFING. COLLECTIONS ARE RUNNING 
SLIGHTLY HIGHER THAN LAST YEAR'S RATE, BUT THEY DO 
NOT INDICATE A YEAR-END POSITION SIGNIFICANTLY ABOVE 
THE ORIGINAL ESTIMATES. 

7. OPPICIALS IN THE TREASURY AND THE CBK AGREE THAT 
THE INCREASED BUDGET DEEICIT WILL BE FINANCED ENTIRELY 
PROM COMMERCIAL BANK BORROWINGS. A TREASURY SOURCE 
CLAIMS THIS SHOULD NOT CREATE DIPFICULTIES SINCE THE 
BANKING SYSTEM HAS BEEN HIGHLY LIQUID THROUGH 1977 
(DEPOSITS IN 1977 GREW AT DOUBLE THE RATE OP ADVANCES 
AND THE ADVANCE-DEPOSIT RATIO PELL PROM 79 PERCENT IN 
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JANUARY 1977 TO 67 PERCENT IN SEPTEMBER). HOWEVER, CBK 
OEFICIALS POINT OUT THAT SINCE SEPTEMBER 1977 THE 
LIQUIDITY POSITION OP THE COMMERCIAL BANKS HAS BEEN 
DECLINING STEADILY BECAUSE OP HEAVY GOVERNMENT BORROWINGS 
TO PINANCE THE ORIGINAL PYI978 DEEICIT AND SHARPLY 
INCREASED PRIVATE SECTOR LENDING. THE COMMERCIAL 
BANK LIQUIDITY RATIO PEAKED IN SEPTEMBER 1977 AT 37 
PERCENT AND HAS DECLINED STEADILY SINCE TO 24 PERCENT 
IN APRIL 1978. THE CBK BELIEVES THE LIQUIDITY PROBLEM 
WAS UNDER CONTROL BY MARCH 1978 AND THE NEW HEAVY 
GOVERNMENT BORROWING WILL SEVERLY CONSTRICT THE 
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CREDIT MARKET. IN ORDER TO ENSURE SUFFICIENT RESOURCES 
IN THE BANKING SYSTEM TO MEET GOVERNMENT FINANCING 
NEEDS, THE CBK LAST WEEK INFORMED COMMERCIAL BANKS OF 
NEW RESTRICTIVE MEASURES-A REQUIREMENT TO KEEP A 
CASH BALANCE ON DEPOSIT WITH THE CBK EQUAL TO 4 PERCENT 
OF THEIR CURRENT RESERVES AND A CURTAILMENT OF LENDING 
TO THE PRIVATE SECTOR. PRIVATE SECTOR LENDING FOR FYI979 
WILL NOT BE ALLOWED TO EXPAND BY MORE THAN 18 PERCENT 
OVER A BANK'S PRIVATE SECTOR EXPOSURE ON JUNE 30, 1978. 
THESE LIMITATIONS WILL UNDOUBTEDLY REDUCE PRIVATE 
SECTOR INVESTMENT IN THE COMING YEAR WITH CONSEQUENT 
ADVERSE IMPACTS ON ECONOMIC GROWTH AND UNEMPLOYMENT 
RATES, ALTHOUGH PRESUMABLY HAVING SOME POSITIVE IMPACT 
ON INFLATIONARY PRESSURES. 
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8. THE INCREASED HEAVY GOVERNMENT BORROWING ON THE 
DOMESTIC CAPITAL MARKET AND INCREASED GOVERNMENT 
EXPENDITURES WILL HAVE ADVERSE IMPLICATIONS FOR 
INFLATION, ALREADY AT 15 PERCENT IN NAIROBI. THE 
MONEY SUPPLY (M2) IN 1977 GREW AT AN ASTONISHING RATE 
OF 47 PERCENT (ON TOP OF 25 PERCENT GROWTH IN 1976) 
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AND THE ANNUAL RATE OE GROWTH DURING THE FIRST QUARTER 
OE 1978 IS AROUND 60 PERCENT ACCORDING TO CBK EIGURES. 

BOTH THE REASURY AND CBK ANTICIPATE HIGHER INFLCATION 
FOR 1978 AND 1979 AS A RESULT. THE OPTIMISTIC VIEW 
(TREASURY) IS SOMEWHERE IN THE 15 TO 20 PERCENT RANGE 
WHILE THE PESSIMISTIS (CBK) ARE TALKING IN TERMS OE 
OVER 25 AND POSSIBLY 30 PERCENT. 

9. THE HARSH ECONOMIC REALITIES INDICATED BY THE 
CONEIDENTIAL 
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EARLY 1978 STATIST CS HAVE SPARKED A SHARP INTERNAL 
DEBATE BETWEEN THE TREASURY AND THE CBK. DISTURBED 
BY THE LARGE EYI978 SUPPLEMENTS IN THE EACE OF 
DETERIORATING ECONOMIC PROSPECTS, DUNCAN NDEGWA, 
GOVERNOR OF THE CBK, IN A RECENT STALE MEETING REPORTEDLY 
CHARACTERIZED THE GOK TREASURY AS "FISCALLY, MONETARILY, 
AND ECONOMICALLY IRRESPONSIBLE". IN A MAY 7 SPEECH TO 
THE INSTITUTE OE BANKERS, NDEGWA PUBLICALLY PREDICTED 
HARD TIMES AHEAD AND WARNED THAT THE "TASK OF MOBILIZING 
RESOURCES AND USING THE EEEICIENTLY IS LIKELY TO BECOME 

INCREASINGLY DIEEICULT IN THE COMING YEARS." THE TREASURY, 
ON THE OTHER HAND, VIEWS NDEGWA AND HIS COHORTS AS 
"STUFEY OLD MEN" WITH LITTLE APPRECIATION FOR THE 
POLITICAL REALITIES OF BUDGETARY ALLOCATION. THED 
EARLY INDICATORS FOR 1978 ECONOMIC PEREORMANCE, HOWEVER, 
SEEM TO SUPPORT THE CBK VIEW THAT GOVERNMENT SPENDING 
AND LOCAL BORROWING MUST BE BROUGHT UNDER CONTROL IN 
ORDER TO AVOID AN ECONOMIC DOWNTURN. 

10. COMMENT: WHAT CLEARLY EMERGES IS EACT THAT 
IMPACT OP DEPRESSED COPPEE MARKET HAS BEEN SUBSTAN- 
TIALLY AGGRAVATED BY MILITARY EXPENDITURES WHICH WERE 
MADE WITHOUT ANY CONSULTATIONS WITH ECONOMIC ESTABLISH- 
MENT AND WITH LITTLE REGARD POR ECONOMIC CONSEQUENCES. 
THUS, EXPENDITURES POR EXPANSION AND MODERNIZATION 

OP LONG NEGLECTED KENYAN MILITARY ESTABLISHMENT, IN 
PACE OF PERCEIVED SOMALI THREAT, HAVE COME AT PRECISE TIME 
WHEN THEY WILL PURTHER DEPRESS GROWTH RATE AND 
ACCELERATE INPLATION AT A TIME WHEN KENYA IS PACING 
GROWING AND STRONG BALANCE OF PAYMENTS CONSTRAINTS. 
PROSPECTS FOR SLOWING OR REVERSING DONWWARD TREND ARE 
NOT BRIGHT. 
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11. THUS, KENYA FACES CLASSIC GUNS OR BUTTER DILEMMA 
WITH SOME TOUGH DECISIONS AHEAD AS TO HOW TO ALIGN 
SHRINKING RESOURCES WITH ITS PRIORITIES. IT IS PROBABLE 
THAT AS LONG AS SOMALI THREAT IS PERCEIVED BY KENYAN 
LEADERSHIP TO BE REAL AND URGENT, MILIARY EXPANSION 
PROGRAM WILL GO EORWARD. TREASURY OEEICIALS BELIEVE 
THAT DEFENSE ELEMENT OE NEXT EY BUDGET WILL EQUAL 
TOTAL OF DEFENSE SPENDING THIS FY. GOK WILL HAVE 
TO COME TO GRIPS WITH THE REALITY THAT TOTAL PROPOSED 
EXPENDITURES ARE TOO HIGH AND THAT CUTS WILL HEVE TO 
BE MADE SOMEWHERE IE MORE SERIOUS ECONOMIC PROBLEMS 
ARE TO BE AVOIDED. WORKING LEVELS AT CBK ARE ALREADY 
DISCUSSING SEEKING IMF BOP ASSISTANCE, IN HOPES THAT 
CONDITIONAL IMF ASSISTANCE WOULD FORCE DECISIONS 
UPON BOK LEADERSHIP WHICH IT WOULD BE UNWILLING TO 
MAKE ON ITS OWN. 

I. F, MELEE 
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